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MVEMORANDUM OPI NI ON

HOLMES, Judge: Kevin Baker did not file his 2002 tax return
on time. The Conm ssioner prepared a “substitute for return”
using the information he had to determ ne how nuch tax Baker
owed. Baker then belatedly submtted a return that reported nuch
nmore inconme, but al so nuch hi gher deductions than the

Comm ssi oner had known about. W have to sort through various
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procedural problens to figure out what, if any, deficiency in
Baker’s 2002 incone tax renains.

Backgr ound

Baker has an entrepreneurial spirit, and he earned incone
from numerous ventures in 2002. His largest single source of
i ncone was the wages he earned as president of Blue Wrld
Technol ogies. He also earned inconme fromhis investnents in two
passthrough entities:! He was a 45-percent sharehol der in Blue
Wrld and a nenber of Guardian Enterprises, LLC. To those
sources he added a small anmount of interest incone and sone
m scel | aneous inconme. But despite his success, Baker failed to
file an individual tax return for 2002.

The Comm ssioner was not totally ignorant about Baker’s
earni ngs because Blue Wrld had reported the $165, 038 i n wages
that it had paid Baker. The Conmmi ssioner al so knew about $157 of
interest incone. Wen the Comm ssioner |earns--usually from
third parties with an obligation to report it--that soneone has

recei ved income but not filed a return, section 6020(b)?2 gives

1 A passthrough entity pays no tax on incone at the
corporate level; instead, profits and | osses “pass through” the
entity to the nenbers, who pay individual inconme tax. The nost
common types are partnerships, S corporations, and limted
[iability conpanies.

2 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code for the year at issue; all Rule
references are to the Tax Court Rules of Practice and Procedure.
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himthe power to prepare a “substitute for return” (SFR). An SFR
is not a conprehensive return; the Conm ssioner uses only one of
two filing statuses--single or married filing separately--and he
all ows only one personal exenption and no busi ness expenses or
personal deductions. See 2 Adm nistration, Internal Revenue
Manual (CCH), pt. 5.19.2.6.4.5 (10), at 18, 322.

The Conmi ssioner used Baker’s $165,195 in wages and interest
incone to prepare the SFR. The Conm ssioner picked the marri ed-
filing-separately filing status and all owed only the
correspondi ng standard deduction. See sec. 63(c)(2). After
subtracting the standard deduction from Baker’s incone, the
Conmi ssi oner cal cul ated that Baker owed a deficiency of $47, 629.
The Conm ssioner credited Baker for the taxes that Blue Wrld had
wi thheld. He then determ ned additions to tax for Baker’s
failure to tinely file and tinely pay. See secs. 6651(a)(1),
6651(a) (2).

The Comm ssioner notified Baker of all this by sending hima
notice of deficiency with the SFR attached. Because an SFR i s
usually stingy with deductions, a taxpayer who gets one often
responds by filing a petition with us and then preparing a return
reflecting the much nore conplete information he has about
hi msel f - -especially about greater deductions, the willingness of
his wife to accept married-filing-jointly status, and whet her he

has children or other dependents. Baker’s case started
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normal ly--he filed a petition with us, and it seened headed
toward a contest over whether the Conm ssioner’s SFR included too
much incone or too few deductions or chose a | ess-favorable
filing status. But this case |left the road nost travel ed when
Baker submtted his own 2002 tax return. What nmade this return
unusual was that it greatly increased Baker’s reported incone.
| nstead of the $165, 195 that the Commi ssioner knew about and had
i ncluded on the SFR, Baker’'s own return reported over $575, 000,
because Baker reported passthrough inconme fromBlue Wrld and
Guardian as well as m scell aneous and interest incone.

But with the increase in inconme, Baker also reported such

| arge deductions that he clainmed a refund. The Comm ssi oner has

accepted sone of these, but a nunber are still at issue.
Di sput ed Deducti on Amount
Short-term capital |oss carryover $138, 939
Long-term capital |oss carryover 28,191
Blue Wrld | oss 136, 423
Blue Wrld at-risk-1oss carryover 199, 105
Guardi an Enterprises |oss 20, 686
Blue World charitable contributions carryover 27,294
Blue World charitable contribution 450

Though Baker submtted his 2002 return before the Conm ssioner
filed his answer, the Comm ssioner neither asserted an increased

deficiency in his answer nor filed an anended answer. The
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Comm ssioner’s pretrial menorandum al so stated that only the
original $47,629 deficiency was at issue.

Baker was an Illinoisan when he filed his petition, and the
case was tried in Chicago. The trial largely consisted of the
proffering of unaudited corporate tax returns from Baker’s
passt hr ough busi nesses, their acconpanying K-1s, and Baker’s own
old 1040s with a litany of assertions of their accuracy. Baker’s
accountant added his own assertions of the accuracy of many of
t hese docunents, even though one of his coll eagues had actually
prepared them

Di scussi on

We start with the threshold question: How nmuch is at issue?
The Comm ssioner sent Baker a notice of deficiency based solely
on the SFR. But Baker reported substantially nore inconme on his
2002 tax return. W have jurisdiction to increase the anount of
the deficiency “if claimtherefor is asserted by the Secretary at
or before the hearing or a rehearing.” Sec. 6214(a).

To assert an increased deficiency, the Conm ssioner mnust
formally plead a claimfor an increase in either the answer or an

amended answer . Estate of Petschek v. Comm ssioner, 81 T.C 260,

271-72 (1983), affd. 738 F.2d 67 (2d G r. 1984); Koufnman v.

Comm ssioner, 69 T.C. 473, 475-76 (1977). Even if the parties

stipulate an increase in incone the Conm ssioner is required to

formally plead an increase in the deficiency. Tool Producers,
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Inc. v. Commi ssioner, T.C. Menp. 1995-407, affd. 97 F.3d 1452

(6th Cir. 1996). This, the Conm ssioner did not do.® And the
Comm ssi oner did not amend his answer, either.

Even if we peek outside the pleadings, we can find no
assertion of an increased deficiency. The Conmm ssioner’s
pretrial menorandum and anended pretrial menmorandum both |i st
$47, 629 as the anmobunt in dispute, and he sticks to that nunber in
his posttrial brief. The only time the Conm ssioner refers to
Baker’s increases in income is in the “Respondent’s Request for
Fi ndi ng of Fact” section of his posttrial brief. The reference
is alist that begins: “Petitioner also included in his 2002
income tax return incone itens which were not set forth in the
noti ce of deficiency; these incone itens are conceded by
Petitioner and are as follows.” The Comm ssioner then lists the
increases. But this list is not an anmended answer and is
therefore not a claimfor an increased deficiency. Thus, we hold
that only the $47,692 deficiency is at issue, and the burden is

on Baker to prove that it is erroneous. See Rule 142(a).

3 The Conmi ssioner’s pretrial nmenmorandum shows a snall er
addition to tax than that shown on the notice of deficiency. The
reason is that he conceded that Baker is not liable for the
section 6651(a)(2) addition to tax for failure to tinely pay.
Therefore, under section 6651(c)(1), the rate used to determ ne
the section 6651(a)(1l) addition will be increased.
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Baker’s defense to the deficiency is that he had sufficient
deductions in 2002 to offset nearly all of his incone. A
significant obstacle to his success is that he chooses to argue
that it is the Conm ssioner’s burden to disprove his entitlenment
to these deductions. He argues that his deductions are new
matters because the Conm ssioner did not deny themin the notice
of deficiency. Baker is not the first taxpayer to try this. See

Wdenon v. Conmi ssioner, T.C. Menp. 2004-162. I n Wdenon, we

deci ded that the burden remained wth the taxpayer because his
deductions were a new theory and not a new matter. 1d. And in

Rappaport v. Conm ssioner, T.C Meno. 2006-87, just as in this

case, a taxpayer filed a tax return claimng extra incone and

| ar ge deductions after the Conm ssioner had already sent a notice
of deficiency. W held in Rappaport that, because the taxpayer

hi msel f had raised the matter of the new deductions, we would not
shift the burden of proof onto the Comm ssioner to di sprove them
Id.

W denon and Rappaport remain good |law, and the distinction
that they draw woul d enable us to quickly reject Baker’s claim
but we can dism ss his argunent even without them |In this case,
t he Comm ssioner determ ned a deficiency based on Baker’s
unreported wage and interest inconme. Baker then petitioned us to
redeterm ne the deficiency, alleging that he was not liable for

the deficiency because the “Notice of Deficiency may not have
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given himcredit for * * * business deductions or other itens
affecting taxable inconme.” He never alleged that the incone was
not his or not taxable. Therefore, the issue of whether he is
entitled to his clainmed deductions is not a new matter, but it is
the original and only matter he has asked us to decide.

Now t hat these procedural obstacles are settled into place,
and we have the burden of proof worked out, we can determ ne the
correct amount of the deficiency. W begin by determ ning
Baker’s 2002 inconme. This step is easy because Baker reported
his income on a signed tax return. W treat his tax return as an

adm ssion to all the reported incone. See Lare v. Comm ssioner,

62 T.C. 739, 750 (1974), affd. w thout published opinion 521 F.2d
1399 (3d Cir. 1975). Therefore, we find that Baker earned
$578, 997 in 2002.

Qur next step is to determine if Baker substantiated any of
t he deductions he clained on his 2002 tax return. W can nake
this determ nation easier by dividing his deductions into two
cl asses: Those that Baker tried to substantiate with old tax
returns and those that he tried to substantiate with nore
per suasi ve docunent ati on.

We start with those deductions supported with nothing nore
than old tax returns--a class which includes all the deductions
at issue except for Baker’'s short-termcapital-loss carryover.

We finish our consideration by citing our |ong series of
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precedents in which we have held that a taxpayer’s returns do not
substanti ate deductions or | osses because they are nothing nore

than a statement of his clains. WIkinson v. Commi ssioner, 71

T.C. 633, 639 (1979); Roberts v. Conmm ssioner, 62 T.C 834, 837

(1974). To hold otherw se woul d underm ne our presunption that
the Conm ssioner’s determnation is correct. See Rule 142; Halle

v. Comm ssioner, 7 T.C. 245, 247 (1946), affd. 175 F.2d 500

(2d Gr. 1949). For the sane reason, we |ong ago established

t hat under circunstances |ike these, a taxpayer can’'t undermn ne
the rule that old returns are not substantiation of deductions or
| osses by adding to themthe bare testinony that those old
returns are correct, without records or credible testinony about
the individual items on the returns. See id. at 250. And a

t axpayer also can’t successfully substantiate his old returns by
argui ng that the Conmm ssioner is sonmehow estopped from
chal I engi ng hi s deducti ons because the Comm ssioner failed to
chal l enge the sane or simlar deductions in earlier years. Lerch

v. Comm ssioner, 877 F.2d 624, 627 n.6 (7th Gr. 1989), affg.

T.C. Meno. 1987-295; Pekar v. Commi ssioner, 113 T.C. 158, 166

(1999).

Much the same rules apply to the K-1s that Baker offered to
substanti ate the deductions from his passthrough busi nesses;
they, too, are only statenents of his clains, not proof of them

LeBouef v. Conm ssioner, T.C. Menp. 2001-261. Baker’'s LLC,
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Guardi an Enterprises, had only two nenbers in 2002, so the
Comm ssioner classified it as a partnership under the Code in the
absence of the firms election to be treated as a corporation.
Sec. 301.7701-3(b)(1)(i), Proced. & Adm n. Regs. The Code’s
default rule for small partnerships, section 6231(a)(1)(B)(i),
al so applies to Guardi an, so the Comm ssioner was allowed to
audit CGuardian at the individual partner level. And this neans,
under precedents |ike LeBouef, that Baker had to prove the
accuracy of the itens on the K-1 that he got from Guardi an--he
couldn’t just rely on themin the absence of a partnership-1evel
audit as partners in sone |arger partnerships mght be able to
do.

Taxpayers do have a duty to report the |osses and deducti ons
fromsS corporations consistently with their corporation’s return.
Sec. 6037(c). But since 1996, individual S corporation
shar ehol ders have been answerable for all the issues on their
corporation’s returns. See Small Business Job Protection Act of
1996, Pub. L. 104-188, sec. 1307(c)(1), 110 Stat. 1781 (repealing
uni fied audit procedures for S corporations). Baker has given us
no reason for not applying our holding in LeBouef to his
S-corporation K-1s, as we do to his LLC K-1, and he introduced
not hi ng but those bare K-1s in proof of his deductions and

| osses.
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What a taxpayer needs to substantiate his deductions and
| osses are records sufficient to permt verification of a
deduction or loss. See sec. 6001; sec. 1.6001-1(a), Income Tax
Regs. By offering only old tax returns and K-1s, with
nonspecific testinony of their accuracy, Baker has failed to
substantiate alnost all his clained deductions.

The one exception is his deduction for a short-termcapital-
| oss carryover. For this, he had 1099s dating back to 1996. W
find this to be persuasive that he had realized a | oss back in
1996. Baker’'s problemis that their use to prove a deduction in
2002 requires that he prove his capital gains and | osses from
1996- 2002 to show the 1996 | oss hadn’'t been used up. Burns v.

Conmi ssioner, T.C. Menp. 1997-83; WIllians v. Comm ssioner, T.C.

Meno. 1991-317, affd. wi thout published opinion 996 F.2d 1230
(9th CGr. 1993). See sec. 1.1212-1(b), Incone Tax Regs. Baker
offers only tax returns for the intervening years, so we find
that he also failed to substantiate the short-termcapital | oss
that he wanted to carry into 2002.

In conclusion, we find that Baker admtted to $578,997 in
i ncone by reporting the incone on his 2002 tax return. The only
def ense he offered was that in 2002 he had enough deductions to
of fset nost of this income. W find that he failed to
substantiate any of those in dispute. But only the $47, 692

deficiency is at issue, and the Conm ssioner has conceded many of
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Baker’ s ot her deductions. Therefore (though unlikely given the
size of his inconme conpared to the concessions we know about),
Baker’s liability nmay be reduced.

The | ast issue is whether Baker is liable for an addition to
tax under section 6651(a)(1l) for a failure to tinely file his tax
return. The Comm ssioner has the burden of production. Sec.
7491(c). He net his burden because Baker conceded that he filed
his 2002 tax return late and offers no explanation for his
t ar di ness.

Because conputations nay be needed,

Deci sion will be entered

under Rul e 155.




